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BRIEF ON BEHALF OF APPELLANT. 


STATEMENT OF THE CASE. 


This is an appeal from a judgment, for defendant, of 
the United States District Court, in and for the Southern 
District of California, Central Division, Honorable George 
Cosgrave, judge, denying appellant a refund of 1928 in- 
come taxes in the amount of $5,712.65 paid at corporate 
rates. 


The Commissioner of Internal Revenue held that this 
trust, which is ordinarily known as a “real estate sub- 


division trust,’ was an “association” taxable as a corpo- 


aes 


ration, and assessed a tax against the Trustee which paid 


it to the defendant under protest. 


All questions have been disposed of either by the com- 
plaint and answer, or by stipulation, except the one stated 


below: 


THE QUESTION INVOLVED. 


The sole issue involved is whether appellant was, dur- 
ing the taxable year 1928, an association taxable as a 
corporation under section /O1(a) (2) of the Revenue Act 
of 1928. If it was not taxable as an association tiene 
was no tax due from it as an entity and the entire amount 


Pala tOcetheh avienemnbetres:, Isuretimeanle: 


This results from the fact that the Commissioner of 
Internal Revenue collected this tax on the theory that the 
income realized by the Trustee herein involved was tax- 
able as that of an association, whereas under the Revenue 
Act of 1928, no tax is imposed upon a joint adventure 
as an entity, nor upon a partnership as an entity, nor 
upon a trust the income of which ts distributable to the 
beneficiaries or members. In those situations, the bene- 
ficiaries or members of the trust, partnership or joint ad- 
venture, as the case may be, include their share "nei 
income of the association in their individual return 
(whether the income was actually distributed to them or 
not), and pay the tax thereon at the prevailing normal 
and surtax rates applicable to individuals. The indi- 


viduals involved in this case have reported their dis- 


 — 


tributive share of the income of appellant in their returns 


mid paid the tax thereon. 


A corporation (defined as including an association), 
Satie other hand, pays a flat tax rate as an entity on 
its net income regardless of the amount. Its sharehold- 
ers are treated as separate entities from the corporation 
and include, in their returns, only dividends actually paid 
to them in the year the dividends are paid, being liable on 
such dividends only for surtax rates with no normal 


fax. 


Mie corporate tax rate, during 1928, was i2 per 
centum. Normal tax rates on individuals during 1928 
were 1%, 3, and 5 per centum, depending on the amount 
of the income, and an additional surtax at rates graduated 
imommet to 20 per centum. To tax this enterprise as a 
corporation therefore imposes, ultimately, an additional 
burden on each beneficiary of the difference between his 
normal tax and 12 per centum, which difference will vary 
from 10% to 7 per centum on his share of the income 


of the trust or joint venture. 


Even if it should be held that this enterprise is not to 
be treated as a joint adventure, appellant contends that 
it would nevertheless be wrong to tax it as an association, 
because if it is not to be treated as a joint adventure, the 
income should be taxed as that of “property held in trust” 
under section 162(b) of the tax law. It is to be treated 
for tax purposes either as a joint adventure—which we 


believe to be the correct treatment—or as a trust. 


ep 
STATUTES INVOLVED. 


The income of a joint adventure is treated as the direct 
income of the individual members and taxed under sec- 
tions 11 and 12(a) of the Revenue Act of 1928, the tax- 
ing words of which are as follows: 

“11. There shall be levied, collected,-and paid for 


each taxable year upon the net income of every in- 


dividual a normal tax equal to the sum of the follow- 
yee 


“1Z(a). “Where shail be levied, collected "andanara 
for each taxable year upon the net income of every 
individual a suttax as follows: * ~~ *” 


A joint adventure is a partnership limited to a specific 
venture. Partnerships are not taxable under section 181 
of the Revenue Act of 1928, which reads: 


“Individuals carrying on business in partnership 
shall be liable for income tax only in their individual 
Capacity =a 


The income of a corporation is taxed to the corporation 
as an entity under section 13(a) of the Revenue Act of 
1928, of which the taxing words are: 


“There shall be levied, collected, and paid for each 
taxable year upon the net income of every corpora- 
tion, a tax of 12 per centum of the amount oie 
net income in excess of the credits against net in- 
come provided in Section 26.” 


Section 701(a)(2), of the same Act, provides as fol- 
lows: 


“The term ‘corporation’ includes associations, joint- 
stock companies, and insurance companies.” 


The following provisions as to the taxation of the in- 
come of trusts are contained in section 162(b): 


aa: io 


“The net income of the estate or trust shall be 
computed in the same manner and on the same basis 
as in the case of an individual, except that * * * 
(b) There shall be allowed as an additional deduc- 
tion in computing the net income of the estate or 
Mics thie aAnlouint Of the imcome Of the estate On List 
for its taxable year which is to be distributed cur- 
reutly by the fiduciary to the beneficiaries, * * * 
but the amount so allowed as a deduction shall be in- 
cluded in computing the net income of the bene- 
ficiaries whether distributed to them or not. * * *” 


The Civil Code of California, section 857, relative to 
the creation of trusts, in effect throughout 1928, pro- 
vided as follows: 


“Express trusts may be created for any of the fol- 
lowing purposes: 


“(5) To convey, partition, divide, distribute, or 
allot real property in accordance with the instrument 
creating the trust, subject to the limitations of the 
same title.”’ 


STATEMENT OF THE CASE. 


iiimemis case one C. C. C, Tatum had contracted to buy 
a number of lots, comprising 136% acres, in a tract on 
which subdivision had begun. The property was held by 
the Hellman Commercial Trust & Savings Bank in a 
subdivision trust. Not desiring to assume the entire deal, 
Mr. Tatum transferred the purchase contract to the Mer- 
chants Trust Company and interested nineteen other per- 
sons to participate with him in paying for and reselling 
Beeviots. [R, 121.] 


The Merchants Trust Company entered into a formal 
contract to purchase the land, on behalf of certain persons 
called “Buyers,” from the Hellman Commercial Trust & 


=o 


Savings Bank. The Merchants Trust Company had no 
interest of its own 1n the contract, and merely held it for 
the persons davolved tithe adwenttire, IK. 52.) 


The sole object of the enterprise was to complete the 
subdivision of the tract, make such improvements as were 
necessary to citect Sales, and sell the lots at a promm 
[R. 50 to 74.] 


The entire plan of procedure was specifically set out in 
the Declaration of Trust. The sales agent was named; 
the sales terms and the prices were specified, and the man- 
ner in which the receipts were to be distributed was spe- 
cifically set forth. The Declaration of Trust provided 
that the entire receipts from the sales of the lots should 
be distributed first to pay the interests who had con- 
tracted to Sell the real estate to Vatumi, aid themgeaien 
the payment of expenses, the balance was to be distributed 
to the members of the adventure. The capital was, there- 
fore, to be immediately returned and not reserved for ad- 
ditional purchases of land, or further adventures; uae 


SO) ie 710) | 


The trust indenture provided a minimum sales price for 


CAchnor sieulotso. | Kaeo. sane s/.|| 


The trust indenture provided that after full payment 
of the purchase price had been made by the Buyers to the 
Seller, all restraints imposed on the Buyers shall be re- 
moved and the proceeds of the sale shall be applied as 
directed by the Buyers, subject to the Trustee’s fees and 
aevances. ) (ix, 2. | 


The trust indenture provided that the Trustee should 
follow the wishes of the majority in beneficial interest, 
and that each of the Buyers appointed C. C. C. Tatum as 


= 


his attorney in fact, subject to the termination of such 
authority as attorney in fact in a specified manner. [R. 


63-64. ] 


C. C. C. Tatum was appointed by the trust mdenture 
as manager and exclusive selling agent for a term of 
three years, and was to receive as compensation, a com- 
mission of 20 per centum on sales. [R. 68-69. | 


The Buyers or beneficiaries agreed to pay for all costs 
of street work and other improvements [R. 58-59]; taxes 
and assessments [R. 59-60]; and other expenses. [R. 
64. | 

Corporate trustees have been used in real estate sub- 
division work in Los Angeles for over 25 years. The 
purpose of the trust was three-fold: 


(a) To secure to the seller of the land payment 
of any unpaid balance due. 


(b) To secure to the lot purchaser a merchantable 
title when the payments provided for by his contract 
lazer been imade. 


(c) To secure to any person who loaned money 
for improvements, or otherwise, repayment of 
amounts so loaned. [R. 38 to 40. | 


Individual subdivision without the use of a responsible 
trust company resulted in grave abuses in that the lot 
purchaser often lost his money in cases where blanket 
mortgages were foreclosed, because of the failure to pro- 
vide for proper mortgage releases and the proper dis- 
tribution of funds collected. [R. 38.] 


The trust had no name, except the number given it 
by the Trustee upon its own records. It did not have its 
own office or place of business. It had no officers, sta- 
tionery, seal, or by-laws. [R. 35-36.] 


—j0— 


The beneficiaries never had a formal meeting at which 
they voted on any question pertaining to the business 
of the trust, or gave instructions to Mr. Tatum or the 
Griereen [R. 35. ] 


The beneficiaries never changed their attorney in fact 
or ide (rns. (JX, 385] 


The Trustee never acquired more than the original lots 
specified in the Declaration of Trust. [R. 35.] 


In 1928, no improvements were made; no maps were 
recorded; and no streets were dedicated. [R. 36.] 


During the year 19238, the activities of the trust were 
devoted substantially to the collection of the amounts due 
on sales made in prior years. ‘Three lots only were sold 


in 1928. [R. 115-116.] 


From the inception of the trust to December 31, 1928, 
and subsequent thereto, the books and records of the trust 
were kept on the basis of actual cash receipts and dis- 
bursements. [R. 33.] 


During the years 1923, 1924, 1925, 1926 and 1927, the 
Trustee, on behalf of the trust, filed returns with the 
Collector of Internal Revenue for the Sixth Collection 
District of California, on Form 1041, as a trust, under 
the provisions of section 219 of the Revenue Acts of 
1921, 1924 and 1926. [R. 33.] 


For the years 1923 to 1927, inclusive, the trust was 
taxed as a trust by the Commissioner of Internal Revenue, 
under the provisions of section 704(b) of the Revenue 
Merce: 1928, [iki 33.) 


The minimum restrictions to be imposed on the Buyers 
of lots sold by this trust were fixed by the Seller of the 


land, namely, Hellman Commercial Trust & Savings 
imemk, [R. 35.] 


The Trustee required any and all instructions from Mr. 
Tatum to be given in writing. Mr. Tatum conferred 
with and received the approval of the Trustee before mak- 
ing expenditures for improvements, and conferred with 
and received the approval of Mr. Cotton (the beneficiary 
of the Hellman Commercial Trust & Savings Bank trust 
which sold the land to appellant), relative to increasing 
the minimum building restrictions imposed on the lot pur- 
M@iaeers. [R. 36.] 


Some of the beneficiaries, upon request, received in- 
formation from the Trustee or the sales agent, relative 
to the development and sale of the trust property. [R. 
36-37. | 


Some of the beneficial certificates were sold, transferred 
emdeassioned. [R. 37.] 


Ninety-two per centum of the lots were sold prior to 
1928, during the time that the trust was taxed as a pure 
trust. [R. 108 to 116.] The capital of the trust had 
been returned to the beneficiaries before January 1, 1928. 


[R. 148-149.] 


Errors Relied Upon. 


The appellant submits that the District Court erred in 
holding that the trust was an association within the mean- 
ing of section 701(a)(2) of the Revenue Act of 1928. 


ARGUMENT. 


The “Buyers” were joint adventurers and the income 
of their joint adventure (Trust 123-B N. S.) was taxable 
directly to them in accordance with their distributive 
shares. 


The difference between a joint adventure on the one 
hand, and a partnership or an association on the other 


ee | 


hand, is that the joint adventure is a combination of per- 
sons jointly interested in a specific or single undertaking, 
whereas a partnership or association is a combination of 
persons jointly interested in a permanent undertaking of 
2 particular Kind or elaracter. 


The law provides that partners shall be taxed only in 
their individual capacity, section 182 of the Revenue Act 
of 1928, while associations are taxed as entities at cor- 
porate rates. (Section /Ol(a) (2) on the Reventiew tame 
1928. ) 


The Commissioner of Internal Revenue, the Board of 
Tax Appeals, and the courts, have uniformly held that a 
joint adventure, while not specifically mentioned as one 
of the classes of taxpayers in the acts, is in fact a part- 
nership. 


The Revenue Bill of 1932 recognizes the administrative 
and judicial rulings on this point and in_ section 
1004(a)(3) defines a partnership as follows: 


“The term partnership includes” a “Syineieaies 
group, pool, joint venture, or other wnincorporated 
organization, through or by means of which any 
business, financial operation, or venture is carried 
on, and which is not, within the meaning of this 
Act, a trust or estate or a corporation; and themenm 
‘partner’ includes a member in such a_ syndicate, 
group, pool, joint venture, or organization.” 


The administrative practice, as recognized by the Rev- 
enue Bill of 1932 and the decisions of the various 
tribunals, shows that enterprises or combinations which 
constitute joint adventures for ordinary purposes, are 
also joint adventures for the purpose of the Revenue Act. 
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The same thing is true with respect to trusts. ‘The 
Revenue Act provides a specific method for taxing in- 
come of trusts. (Section 162(b) of the Revenue Act of 
1928.) Appellant is a pure trust in form and by the law 
of California. (See Civil Code 857.) 


Both the common law and the Revenue Acts recognize 
associations. Under the common law and by many de- 
cisions of the taxing tribunals, appellant is not an associa- 
fen, but a trust or joint adventure. 


The Commissioner of Internal Revenue, however, has 
not taxed appellant as a trust, which it plainly is, or as 
a joint adventure, which it is according to the common 
law decisions on joint real estate adventures limited to 
specified properties, but has taxed appellant under an en- 
tirely different section of the law which does not clearly 
apply. 

The principle is fixed that if a reasonable doubt exists 
as to whether or not an object has been clearly pointed 
out as being a subject of taxation by a taxing statute, 
that it must be exempt; or, in other words, taxing stat- 
utes must be strictly construed in favor of the taxpayer 
and against the Goverment. 


There is a great doubt as to whether a liquidating, self- 
executing, single venture trust or joint adventure, such 
as appellant, is so like a permanent, continuous, progres- 
sive corporation that it should be taxed as such. 


The District Court held appellant to be an association 
taxable as a corporation under the authority of a decision 
of this Honorable Court in the case of Trust No. 5833, 
Security-First National Bank of Los Angeles, Successor 


to Security Trust & Savings Bank, Trustee v. Welch, 
Smeivegien( 201) eso. 


This court, in that case, held a real estate subdivision 
tiust to be ail association taxable as a corporation, sme 
trust in that case had a board of five (5) syndicate man- 
agers, however, who were given authority to manage the 
affairs of the trust. 


A Petition for Writ of Certiorari to the Supreme Court 
of the United States has been filed in that case, and the 
matter is now pending in the Supreme Court. The peti- 
tion has not, as yet, been acted upon. 


In any event the decision in 7rust No. 5533 uv. Wels 
is not binding on appellant. In the case at bar there 
was an existing subdivision trust of which the Hellman 
Commercial Trust & Savings Bank was Trustee. Ap- 
pellant was organized to take over and liquidate a por- 
tion of the property held in the Hellman trust. The pur- 
pose of Trust 123-B N. S., therefore, was to liquidate a 
portion of a subdivision trust, while the purpose of 
Trust No. 5833 was to create a subdivision trust. 


In the case at bar there is nothing akin to a board of 
directors, such as the board of directors present in Trust 
No. 5833. Virtually, every step from the purchase of 
the lots, through the improvements, sale of the property, 
and the distribution of the proceeds, was specifically set 
out in Trust 123-B N.S. The restrictions as to the type 
of improvements to be put upon the property was a mat- 
ter within the control of the Seller, the Hellman Com- 
mercial Trust & Savings Bank. The terms, the minimum 
sales prices of the lots, were fixed by the trust indenture. 
The commission to be paid the sales agent, the name of 


SS 


the sales agent, the type of improvements, the exact 
method of distribution of proceeds were all specifically 
set forth in the trust indenture. The adventure was 
limited to the original lots, upon the sale of which the 
proceeds were required to be distributed. Any problems 
remaining, after all these specific provisions and instruc- 
tions, were to be solved by the beneficiaries who appointed 
Mr. Tatum as their agent to exercise their restricted 


powers. 


While a board of five (5) syndicate managers resembles 
a board of directors of a corporation, a single agent does 
not resemble a board of directors of a corporation, but 
resembles a partner or joint adventurer, or trustee, or 
agent of tenants in common, who acts for his associates. 


Since the decision of this court in the case of Trust 
No. 5533 v. Welch, supra, the United States Circuit Court 
Ot Appeals for the Seventh Circuit decided the case of 
Russell Tyson, ct al., Trustees of the Zenith Real Estate 
Trust v. Commussioner, 54 Fed. (2d) 29. In that case 
the court held that the trust was taxable as a trust and 
not as an association where several trustees held a parcel 
of real property which was subject to a long term lease. 
The property was sold to a tenant in the taxable year 
involved. 


This court, in its decision in Trust No. 5833 v. Welch, 
supra, referred to the Board of Tax Appeals’ decision 
in the case of Sloan v. Commissioner, 24 B. T. A. 61. 


In that case an appeal to this court has been filed, No. 
6808. 


The entire question, therefore, of real estate sub- 
division trusts is still open and appellant submits that 


ree 


it 1s a joint adventure, the income of which is taxable 
but once to its members, and not a separate entity, the 
income of which is taxed twice: Once to the associa- 
Mom aS an entity, and agai to the benenciaries oneuite 


dividends. 


This court has so recently decided several cases in- 
volving this subject that it seems unnecessary for appel- 
lant to make extended argument, or cite the many cases 
i its) tavor, with all of which the court 15 emolliare 


CONCLUSION. 


It is therefore respectfully submitted that the decision 
of the District Court should be reversed. 


Dated: April 14, 1932. 


MILLER, CHEVALIER, PEELER & WILSON, 
By Metvin D. WILson, 
Gipson, DUNN & CRUTCHER, 
By Henry F. PRINCE, 
Attorneys for Appellant. 


